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Abstract 
    This research examined characteristics of earnings management and effects of 
audit quality therein. Specifically, the magnitude of earnings management was 
proxied by the discretionary accruals, which are estimated using a cross-sectional 
version of the Jones model. Different from prior research, the audit quality was 
captured by a combined measure of the auditor's market share and client 
concentration. The market share measured the auditor's competence (industry 
specialty) and the client concentration measured the auditor's independence. 
Managers usually exercised discretion to recognize accruals. They could either 
signal private information to enhance earnings' value relevance, or opportunistically 
manage earnings to reduce the reliability of earnings as the performance measure of 
the firm. As a result, it was important to examine earnings management and to 
identify whether it would increase the informativeness or noise of financial reports. 
This study was organized according to the characteristics of earnings management: 
opportunistic earnings management and signaling earnings management. For both 
parts, the nature of earnings management was identified first, and then the effects of 
audit quality therein examined. To reduce the impact of measurement errors of proxy 
variables, the treatment group and controlled group were compared and contrasted to 
make earnings management pattern of the treatment group more evident. 
    The results showed that threshold firms managed earnings to sustain last year's 
earnings level. Discretionary accruals of the threshold firms were not significantly 
associated with future cash flow changes. Those discretionary accruals were used to 
hide the current unfavorable performance, or to defer current unusual earnings to the 
future, so that managers could reduce the volatility of accounting earnings. As a 
means of information disclosure, voluntary earnings forecasts tended to be 
optimistic, but we still could observe some voluntary forecasts which decreased 
earnings. In those situations, we might conclude that managers tried to convey 
credible signals. However, it was not necessarily credible in the case of voluntary 
forecasting which increased earnings. Managers would manipulate earnings to 
reduce the difference between forecasted earnings and reported earnings. In respect 
of the information signal of changes in directors' share holding percentages, it 
signaled nothing when directors increased holding percentages because most 
companies were family businesses in Taiwan. Nonetheless, investors should look out 
the possibility of earnings manipulation when directors decreased their holding 
percentages. 
    Audit quality could effectively deter opportunistic earnings management but 
not the income-decreasing discretionary accruals. Based on information signaling 
perspective of earnings management, auditors with higher audit quality tended to 
assist managers to choose accounting methods that might signal cash flow 
expectations. Stronger associations between discretionary accruals and future cash 
flows were observed for firms audited by higher quality auditors. Because higher 
audit quality might increase information credibility, earnings would play a more 
important role in the decision process of investors. When discretionary accruals 
increased (decreased) earnings' value relevance, earnings association coefficients 
would be increased (decreased). However, for the financial reports audited by lower 
quality auditors, earnings did not play an important role in the valuation process 
because of lower information credibility. Therefore, empirical results showed that 
investors of firms audited by lower quality auditors did not make decisions 
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